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WHO BENEFITS? THE DISTRIBUTIONAL CONSEQUENCES OF
THE NONPROFIT SECTOR

INTRODUCTION

As this century enters its final decade, countries in all
parts of the world are rethinking the roles traditionally played
by government in providing social services. In the United States
this rethinking has been encouraged by Presidents Reagan and
Bush, who pushed for cuts in federal domestic spending and called
for private voluntary action to assume greater responsibility for
meeting social needs. In fact, the collection of institutions
loosely referred to as the nonprofit sector has been playing an
important part in education, health and other social services
from the nation's earliest days. To a degree unparalleled
elsewhere, the nonprofit sector in the United States is enshrined
in constitutional law, instrumental in the delivery of many
essential social services, and inextricably bound up with broad
social processes of change and governance.

The sector employs some ten percent of the nation's
workforce. Governments at all levels in this country have placed
nonprofit organizations in a special position, exempting them
from most taxation and encouraging their supporters in other
ways. One of the most important of these is the income tax
deduction for charitable contributions, for which much of the $90
billion donated annually is eligible. The nonprofit sector also
relies on direct government support for a quarter of its income.

By virtue of both their size and special treatment, nonprofit
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organizations have become an important subject of study for those
interested in the implementation of public policy in this
country.

In studying other institutions that affect public policy,
economists and other policy analysts find it useful to examine at
least two important aspects of performance: efficiency and
distributional equity. The first of these two aspects has
received considerable attention in the growing literature about
nonprofit organizations. Several important analyses have
evaluated the effect of such organizations on the efficiency of
resource allocation. These studies have focused on the role of
nonprofit organizations in providing services about which
consumers are poorly informed or those which governments have for
some reason failed to provide sufficient quantity.! 1In
addition, there have been a number of empirical studies to
determine the relative cost-effectiveness of using government,
nonprofit, or for-profit institutions to produce and deliver
certain kinds of services, often on a contract basis.? However,
scholars have paid less attention to the second aspect -- the
distributional implications of our reliance on nonprofit
institutions -- this despite the fact that distributional
considerations have always held a prominent position in American
political debate.

This is not to say that observers of the nonprofit sector
have never speculated on what might be the distributional impact

of the sector's institutions and the voluntary donations that



support them. They have, and for the most part the tenor of
scholarly commentary suggests that the redistributive impact of
the sector is minimal. 1In an essay on philanthropy, for example,
William Vickrey put forth the hypothesis that most donors direct
their gifts not toward the most disadvantaged in society but
rather to those only slightly below them on the income ladder,
concluding that "the role of philanthropy in redistribution is
relatively slight" (Vickrey 1962, pp. 44-45). Teresa Odendahl
(1989, p. 246) is even more emphatic in arguing that such
voluntary institutions result in little in the way of
redistribution of resources: "The philanthropy of elites is not a
system whereby the fortunate distribute resources to the less
fortunate. Instead, philanthropy is primarily a system whereby
the wealthy help to finance their own interests and
institutions."

Similar arguments have been made about specific subsectors
of the nonprofit world. For example, one commentator has said
that "arts-funding is in practice an income-transfer program for
the upper-middle class" (Bethell 1978, p. 136). Private health
clubs have accused some Y.M.C.A.'s of catering to the affluent
(Bailey 1989, p. 1). Still others have noted the "elitist"
character of private universities (Shils 1973, p. 7). One paper
compiled in the 1970s for the Commission on Private Philanthropy
and Public Needs, popularly known as the Filer Commission, noted
that "grants made directly for social change or to assist the

powerless are dwarfed by the massive philanthropic contributions
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made annually in support of education, the arts, health services
and the like" (Carey 1977, p. 1110). And some scholars have
argued that there is very little redistributive aspect to the
biggest category of charitable giving, that directed to religious

3 Moreover, the issue of distributional impact is

organizations.
bound up with the concern about the ultimate goal of nonprofit
institutions. In this connection, the Donee Group report to the
Filer Commission urged wider citizen involvement in governing
boards and ways to "democratize" charitable giving in order for
philanthropy to become "an advocate for those who are most in
need" (Donee Group 1977, p.57).

At the center of these and other related policy discussions
is the question of who benefits from the nonprofit sector and
public policies affecting the sector. Although few would argue
that redistribution is the most important justification for
maintaining nonprofit institutions, distributional impact remains
one significant consideration, as it is in most areas of public
policy. Such distributional concerns are certainly involved when
Congress reexamines laws that will affect the size of the
voluntary sector, such as the definition and taxation of
"unrelated" business income earned by nonprofit organizations, or
establishes limitations on the deductibility of charitable
contributions. These concerns also arise on the local level in
connection with granting property exemptions for nonprofit
organizations. Despite the importance of these issues, however,

we simply do not have a good idea about the sector's



distributional consequences. ©Our lack of knowledge about these
consequences invites empirical research. The purpose of this
volume is to offer such research, using the conventional tools of
empirical social science. Although they employ definitions and
techniques unfamiliar to many readers, the studies have been
written so as to be accessible to a broad audience. Taken
together, the findings contained in the volume show that the
distributional impact of the nonprofit sector can be
characterized neither by the pro-poor charity of the Salvation
Army nor by the affluent-orientation of some arts groups.
Distributional impact differs by subsector and must be analyzed
accordingly.

Before turning to the studies themselves, it is useful to
introduce the topic in a general way and to discuss some of the
methodological issues confronting all of the studies. The next
section presents a brief descriptive overview of the nonprofit
sector, noting the special tax treatment given to nonprofit
institutions. The following section discusses the general
approach taken by the papers in this volume to assess the
distributional impact of nonprofit institutions. In particular,
it deals with the methodological issues that are common to all of
the papers and discusses the assumptions on which the analyses
are based. There follow a short section describing the
distribution of charitable contributions by income, a summary of

the findings of these empirical studies, and a brief concluding

section.



The Nonprofit Sector

Whether it is referred to as the "voluntary sector," the
"private not-for-profit sector," or simply the nonprofit sector,
there exists in this country a vast and diverse collection of
religious groups, schools, hospitals, associations, and other
non-governmental organizations that fulfill a host of important
functions. In size they range from the tiniest day-care center
to the major research universities and established national
charities. Some of them exist entirely for the benefit of their
members, while others are devoted to helping others. Many of
them operate quite independently of government, while others act
as virtual extentions of government programs. In 1987 there were
over a million separate nonprofit organizations in operation.

Probably the most important sign of recognition of the
special role of nonprofit organizations in public law is the
general exemption from federal income taxation; thus it is a
useful approximation to equate "nonprofit" with "tax-exempt."*
In fact, one useful way of categorizing nonprofit institutions is
according to the gradations of tax treatment they receive. Table
1.1 defines three groups of tax-exempt organizations. The first
two groups -- including foundations, and other charitable,
religious, and educational organizations --constitute the so-
called 501(c) (3) organizations, all of which are subject to
provisions of the section of the Internal Revenue Code so
numbered. The most important tax provision applying to these

organizations is that contributions made to them may be deducted



by donors in calculating their income tax. Institutions in the
first group, foundations, are separated because they have
traditionally been subject to more stringent tax provisions than
other 501(c) (3) organizations. The special provisions applying
to foundations are of two kinds. First, contributions to
foundations have usually been subject to lower limits, as a
percentage of a donor's income, and gifts of appreciated property
have also been treated less favorably when given to foundations.
Second, foundations themselves are subject to a number of rules,
including a minimum payout requirement, stated as a percentage of
investment assets, and regulations covering the governance and
financial dealings of principal donors and their families.® 1In
1987 there were some 28,700 foundations in the United States.
This number included a small number of widely recognized large
private foundations such as Ford and Rockefeller, hundreds of
others with assets in the millions, and a galaxy of miniatures.
Further distinctions among foundations are discussed in Chapter
7L

Numerically, the second and third groups of tax-exempt
organizations listed in Table 1.1 are much larger. The second
group is composed of the organizations besides foundations which
are eligible to receive tax-deductible contributions.
Numerically most important here are the 346,000 churches and
other individual religious bodies that are perhaps the most
visible part of the country's nonprofit sector. This second

group also includes some 394,000 other organizations, including



private colleges and universities, hospitals, nursing homes,
social welfare agencies, international relief agencies, museums,
and other cultural institutions. The third group of
organizations listed in the table, comprising over half a million
entities, is made up of organizations that generally do not
receive the benefit of being able to receive tax-deductible
contributions. By and large, these can be described as mutual-
benefit organizations. They include such groups as civic clubs,
fraternal societies, credit unions, business and labor
associations, and farmers' cooperatives.® This book follows the
practice in much of the research on the nonprofit sector by
focusing entirely on the first two groups listed in Table 1.1.
While it is convenient to accept the distinction made in the tax
law, this grouping is by no means pure. For example,
organizations in the first two groups certainly display some
aspects of mutual-benefit groups, as Biddle discusses in Chapter
4. By the same token, there are organizations in the excluded
category that perform charitable functions. But for the most
part the organizations that have been granted 501(c) (3) status
generally have earned that special status by having certain
characteristics that make them worthy of special attention.

In order to provide some descriptive background on the
institutions that make up this sector, Table 1.2 presents
information on the sources of revenue and employment for each of
six major subsectors. Overall, the charitable nonprofits

summarized in this table employed some seven million workers,



received volunteer services worth an additional 4.5 million
worker-years, and brought in over $300 billion in revenues. Of
this total revenue, fees and other private payments constituted
the largest single source, followed by private donations and
payments from government. Measured in terms of either total
revenues or total workforce, the health-related nonprofits
constitute by far the largest subsector. At roughly half the
size is the second largest subsector, education and research.
Both the health and education subsectors are heavily dependent on
fees by paying customers, with private payments accounting for at
least half of total revenues in both cases. The second most
important source of revenue for both of these subsectors was
government, with private contributions ranking a distant third.

Religious organizations ranked third in total revenues, but
they were by far the biggest recipients of charitable
contributions, receiving about half of all such contributions.
The religious subsector is distinctive in two others ways as
well. First, like foundations and community chests, churches
regularly transfer a significant portion of their income to
nonprofit organizations in other subsectors. Second, the
religious subsector accounts for a disproportionate share of
contributed volunteer labor.

Social and legal services, comparable to what Salamon calls
"human services" in Chapter 5, constitute the next largest
subsector. Institutions in this group are routinely used by

governments, sometimes on a contract basis, to provide "public"
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services. It is not surprising that this is the only subsector
for which government is the largest source of funds. In terms of
the measures used in Table 1.2, arts and culture and foundations
are the smallest of the six subsectors shown, neither having
gross revenues more than $12 billion in 1987. Yet these two
subsectors contain some of the most prominent nonprofit
institutions in the country, and their activities have a profound
effect on how the sector as a whole is perceived.

It is worth noting the ways in which government policy
affects the nonprofit sector. As has been mentioned above,
federal tax policy makes explicit concessions for nonprofit
institutions, exempting their incomes from taxation and allowing
donations to a subset of institutions to be deductible in the
computation of personal and corporate income taxes and the estate
tax. Similar concessions are contained in most state tax
structures, and nonprofits are also typically exempted from
paying state sales taxes. At the local level, nonprofits receive
another important source of subsidy by being exempted from
property taxation in most jurisdictions. These tax policies,
along with other forms of favorable treatment, such as subsidized
federal postal rates, are clear evidence of friendly public
policy toward nonprofit institutions. Both the nature and the
extent of these favorable policies make the performance of
nonprofit institutions, including their distributional effects, a

public policy issue.
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Issues of Methodology

There is a long tradition in economics of attention to
income distribution and the distributional effects of government
policy. Particularly in the area of public finance, analysts
have used theory and empirical tools to examine the ways in which
taxes and government expenditures affect the well-being of
households in different economic situations. Although there are
a number of alternative schemes by which households can be
grouped for these purposes -- including age, race, region, and
source of income -- distribution is most commonly measured in
terms of income class. Adopting this common approach, the
studies in this volume examine the distributional pattern of the
benefits produced by nonprofit institutions and thus, by
implication, the distributional impact of policies that influence
the scope of those institutions. The studies focus only on the
"output" side of the nonprofit sector; they generally ignore any
distributional effects arising from the financing of nonprofit
institutions. Although these latter effects are certainly
important in any overall assessment of the sector's
distributional consequences, issues of financing seem
sufficiently general that they can be dealt with separately, as

they are later in this chapter.

The Basic Approach Taken in these Studies
This book is concerned with the distributional impact of our

reliance on nonprofit institutions to carry out important social
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functions. Within the constraints imposed by data limitations,
each of the empirical studies attempts to address two basic
questions related to this impact. First, what are the benefits
produced by the nonprofit institutions in the subsector? Second,
how are these benefits distributed across households of different
incomes? Although these questions sound straightfoward,
answering them even in the presence of abundant data is by no
means simple. The first question cannot be answered without
asking the more basic question of what social functions nonprofit
institutions serve in the first place. Only when their output is
identified is it possible to proceed to the difficult question of
valuing the benefits.

The valuation of benefits is an issue familiar in the
subfield known as economics. In theory, the value of a good or
service is equal to the amount a person would be willing to pay
for it. The net benefit to a consumer can be defined as this
value minus any amount actually paid, or the consumer surplus.
Applying this approach is fraught with difficulties, however, as
the applied work in applied welfare economics makes clear. One
obvious difficulty is placing dollar values on services for which
there are no comparable services that are purchased in the
market. What would be the theoretical value, for example, of a
special exhibit of Italian Renaissance paintings, or the services
supplied by a family planning clinic? A related problem arises
with benefits that may be spread widely over the population, or

over more than one generation. For example, how would one value



13
a foundation grant to support an adult literacy program, or a
university research project in high-energy physics? Another
difficulty arises when the appreciation of a service is an
"acquired taste." A young person's first symphony concert may be
the least appreciated over a lifetime, though it may also be the
most important one as well. 1In practice, conceptual difficulties
such as these merely add to the general problem of inadequate
information. In evaluations of the distributional effects of
public expenditures, the distinction between expenditures and
willingness-to-pay is often ignored.’ Similarly, in the
enmpirical work that follows, the best that can usually be done to
measure benefits is simply to calculate per capita expenditures
by income class.

The second task, assessing the distributional pattern of the
benefits, requires knowledge of who uses the services produced by
nonprofit organizations. Although it presents data problems of
its own, this is generally a much more nearly attainable
objective than the first. For this reason, the authors in this
volume in most cases had to be content simply to identify the
nature of the benefits and estimate the pattern of usage across
the population. While this is by no means a fully satisfactory
answer to the question of distributional effect, it constitutes a

step foward in our knowledge of the impact of nonprofit

institutions.
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Philanthropic Transfers and Production

A comprehensive assessment of the impact of the nonprofit
sector on the distribution of income would certainly include more
than just the benefits derived from the operations of nonprofit
firms. In particular, one would want to take into account the
effects of both financial contributions and volunteer services,
since donors often are in different income classes from those of
the beneficiaries of nonprofit services. 1In order to illustrate
the sorts of redistribution that may occur, it is useful to
consider five possible roles in which individuals may find
themselves. These are shown in Table 1.3 along with a
description of the costs and benefits to the individual that
arise directly as a result of each role. The first role shown is
that of a beneficiary or client of a nonprofit organization, and
it is this role that figures prominently in the present book. As
noted above, each study would ideally examine the distribution of
the net benefits, defined as the difference between the value of
the service received and any fees paid.

The second role listed in the table, that of taxpayer, seems
not to be directly relevant to the nonprofit sector. It is
listed partly because government funds are an important source of
revenue for nonprofits and partly because the role of taxpayer
provides a useful contrast with the other roles shown in the
table. To the individual in the role of taxpayer, the tax burden
is a clear cost.® The benefits of government are many, but if

they are not tied to tax payments on a quid pro quo basis, tax
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payments per se bring no direct benefit. In studies of tax
incidence, therefore, it may be exceedingly hard to determine who
bears the burden of a tax, but there is no doubt that that burden
-- viewed separately from the benefits of government -- has a
negative effect on those who bear it.

As donors and volunteers, individuals provide major sources
of funding and labor for nonprofit institutions. Like the role
of taxpayer, each of these roles carries a cost. In the case of
financial contributions, the cost is the dollar amount of the
gift less any tax saving that arises from using the charitable
tax deduction.? In the case of volunteering, there is a cost
measured in terms of the value of the person's time.'® Both of
these roles are distinctly unlike that of the role of taxpayer in
that the activities are voluntarily undertaken. As such, these
activities must carry with them some form of benefit or
satisfaction. It is possible, for example, that voluntary gifts
of money or time may bring financial rewards, political power, or
prestige. Even an act of purest altruism may be thought of as
bringing its own rewards, although the amount and form of such
benefit is a matter of debate.!" It is the voluntary nature of
giving that makes it difficult to apply to the problem posed in
this book the standard models of fiscal incidence that are used
in assessing the distributional impact of government taxes and
expenditures. It is nevertheless important to keep in mind that

there are probably distributional consequences that arise from



